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at more than $2 billion.** At the same time, a 2010 Federal Reserve examination noted that
JPMorgan’s own internal audit team had determined that the firm did not have the technical
capability to evaluate its power plants® compliance with federal, state, and industry standards,”
The Subcommittee also learned that JPMorgan encountered multiple regulatory difficulties over
how it was conducting its power plant activities.”® In one set of disputes, JPMorgan battled state
and federal regulators over responding to information requests and ended up suspended for six
months from bidding in U.S. energy markets, costing the company potentially millions of
dollars, JPMorgan also unsuccessfully fought regulatory efforts to modify the operations of one
of its California plants to improve grid reliability. In still another case, to settle charges that
some of its plants had manipulated California and Midwest wholesale energy prices, JPMorgan
paid a 2013 fine totaling $410 million.

The JPMorgan case study provides ample factual evidence that energy tolling and
management agreements can expose financial holding companies to hundreds of millions of
dollars in legal liability that would not otherwise apply to a financial institution. Perhapsasa
result, JPMorgan has largely ended its energy tolling and management activities and sold its
power plant investments. It is not alone. The Proposed Rule states: “Of the five FHCs
[financial holding companies] that currently have the authority to engage in either energy
m ement seryices or energy tolling, at least four have discontinued these activities in the
U.S." That means only one U.S. financial holding company is currently engaged in U.S.
energy tolling and management activities. The relative paucity of those activities makes it a
good time to end financial holding company involvement with operating power plants.

The Proposed Rule indicates that the Federal Reserve Board plans to withdraw the
existing authority to participate in energy tolling and management agreements as a
complementary activity, after granting holding companies a two-year transition period to exit
those agreements.’® The Proposed Rule justifies its change in policy primarily on the basis of the
weak relationship between energy tolling and management agreements and the business of
banking. It notes that operating a power plant has virtually nothing to do with trading electricity-
related derivatives or issuing credit to a power plant. While sound, that analysis may also want
to take note of the catastrophic event liability concerns that also apply to such activities.

In addition, the Proposed Rule may wish to note that ending financial holding company
participation in energy tolling and management agreements would be consistent with the
Proposed Rule’s broader effort to prohibit financial holding company participation in the
“operation” of physical commodity distribution facilities, including power plants that distribute
electricity.

Reclassification of Copper. Another important reform in the Proposed Rule is a
proposal to stop treating copper as “bullion” and a “precious metal,” and instead reclassify it as
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copper — that the LME regulator required it to reduce its holdings.*® JPMorgan records also
showed that, during 2010 and 2011, the bank engaged in multiple outsized copper transactions
that, at times, involved more than $1 billion.

At the same time it was amassing physical coppet and actively trading in both the
financial and physical copper markets, JPMorgan “designed and proposed a copper-backed
exchange traded fund (ETF) ... to acquire copper, place it in storage, and sell investment
securities whose value would be tied to copper prices.”*® JPMorgan proposed that its warehouse
affiliate store the copper, and other affiliates buy the copper and sell the ETF securities. Some
market analysts attributed a late 2010 surge in copper prices to JPMorgan’s buying large
amounts of copper in anticipation of its ETF.*’ Offering documents prepared for investors,
however, did not specifically disclose the extent of JPMorgan’s copper holdings or how it would
avoid conflicts of interest when selling copper to the ETF or conducting proprietary trades that
might run counter to the interests of ETF investors.* When informed of the proposed ETF, a
number of industrial copper end-users vigorously opposed its creation, alleging it would “cause
artificial supply shortages and higher and more volatile copper prices by removing large amounts
of copper from the marketplace for indeterminate amounts of time.”** Facing that opposition as
well as SEC inquiries into various issues, JPMorgan eventually placed the ETF on hold,

The Subcommittee’s investigation showed that JPMorgan’s physical copper activities
were far removed from normal banking activities. Its massive purchases and sales of physical
copper often had no apparent relationship to the business of banking, even when defined as
trading on financial commodity markets. The activities placed JPMorgan in direct competition
with other commodity-related commercial businesses and copper end users. In addition, besides
engaging in customer-facing trading, many of its physical copper transactions appeared to be
proprietary in nature, seeking to produce profits for JPMorgan.

The transactions also raised a variety of financial risks due to volatile copper prices,
JPMorgan’s outsized positions, and its engagement in massive transactions. Those risks become
apparent when comparing copper prices and JPMorgan’s copper activities over several years. As
explained in the 2014 Senate Staff Report:>

Over the last decade, copper prices have experienced significant volatility,
including “unpredictable” fluctuations, creating price risks for producers
and end users. As shown in the chart below, prices per metric ton fell
from $8,500 in 2008, to under $3,000 in 2009, and then spiked to over
$10,000 in December 2010 and January 2011, reaching all-time highs,

¥ 1d. at 767-769.

“°1d. at 770. See also 771-773.
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*® See two comment letters filed by Senator Levin with the Securities and Exchange Commission
(SEC) related to the proposed ETF, included as hearing exhibits. Id. at 1660-681.
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Source: “Historical Copper Prices and Price Chart,” InfoMine Inc. (10/14/2014),
http://www.infomine.com/investment/metal-prices/copper/all/.

Those massive price fluctuations occurred just as JPMorgan was dramatically increasing
its copper holdings, exposing the firm to significant price risks. Additionally, because of the
unprecedented size of its positions (again, at one point comprising over 50% of all copper
available for trading on the LME), the positions posed a significant concentration of risk, not
only for JPMorgan, but also for the overall copper market. The Proposed Rule’s decision to
restrict copper trading to well-capitalized financial holding companies subject to size limits and
other prudential safeguards will help alleviate those type of price risks in the future.

The JPMorgan case study, in short, fully supports the proposal to overturn the treatment
of copper as bullion and a precious metal, and instead treat it as an industrial metal subject to the
same prudential safeguards that currently apply to all other industrial metal activities.

Increased Capital Requirements. One of the most important new safeguards in the
Proposed Rule is the application of increased capital requirements to financial holding
companies engaged in certain specified physical commodity activities. The proposed increases
are both reasonable and necessary to protect financial holding companies and U.S. taxpayers
from low-probability but high-cost catastrophic events, such as a major oil spill, natural gas
explosion, or nuclear incident. Those types of catastrophic event risks do not normally apply to
financial holding companies, and so are not incorporated into the standard capital assessment
system. That’s why an additional capital charge reflecting the higher risks is both appropriate
and necessary. Furthermore, the amount of the proposed capital charges, including the 1,250
percent charge for activities authorized by the grandfather clause, appropriately reflects the
outsized risks associated with those activities.
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Conclusion

Thank you for this opportunity to comment on the Proposed Rule and for your ongoing
efforts to revitalize the separation of banking from commerce and reduce the risks associated
with physical commodity activities at U.S. financial holding companies.

Sincerely,

Elise J. Bean
Former Staff Director and Chief Counsel
of the U.S. Senate Permanent Subcommittee on Investigations

Tyler E. Gellasch

Former Senior Counsel
of the U.S. Senate Permanent Subcommittee on Investigations



